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CC:INTL-154-90 
Er2:JKSams 

Tom McCuiston, Office of the District Director, Greensboro, 
North Carolina 

Senior Technical Reviewer, Branch 2, Office of Associate Chief 
Counsel (International), 

-------------- ------------- Technical Assistance, Request 

THIS DOCUMENT CONTAINS PRIVILEGED INFORMATION UNDER 
SECTION 6103 OF THE INTERNAL REVENUE CODE. THIS 
DOCUMENT SHOULD NOT BE DISCLOSED TO ANYONE OUTSIDE 
THE IRS, INCLUDING THE TAXPAYERS INVOLVED, AND ITS 
USE WITHIN THE IRS SHOULD BE LIMITED TO THOSE WITH A 
NEED TO REVIEW THE DOCUMENT FOR USE IN THEIR OWN 
CASES. 

You have asked us informally for assistance in connection 
with adjustments resulti---- ------ ------ ----------------- of the federal 
income tax returns of -------------- -------------- ----- and its 
unconsolidated subsidiar----- --- ------- ----- ----- ---- sequences of 
your disallowance of a deduction by -------------- of premiums paid 
indirectly to a captive insurance su----------- 

FACTS 

--------------- a domestic corporation that produces 
------------- ---------- ----- -------- ------------- ---------- owns all of 
----- ------- --- ------------- ----- --------------- -- ------ urance 
subsidiary or----------- --- ------------- --- -------- ------------- is a 
participant in a pooled reinsurance ----- nge------- ------ porated as 
the ------ -------- ----------------- ---------------- ---------- also a Bermuda 
corpo--------- --------- ----- ---------- -------- --- ------- in this case, 
------- and following, ------- had ------ participants other than 
------------- all of w------ were -------- ted companies. 

For the taxable years at issue in this case, -------------- 
purchased workers' compensation, automotive, gener--- ----- 
product liabilities insurance from ----------- -------------- -------------  an 
unrelated domestic insurance compan--- ----------- ------------- ------ 
------------- the first $----------- of risk a-----------  rom -------------- 
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-------------- -------------- 

(after -------  this cap was increased to $----------- for workers' 
compens------- insurance). However, the p---------- ---------- 
attribut------ to the reinsured risk was ceded to ------------- Only 
after ----------- ,------------- ---- tain ------- nts from,the a---------- -- 
receive-- ------  --------------- ----------- retai~ned risk over $----------- 
(after -------  r---- ------ ------------- ---  workers' compensatio-- 
-------------- and the portion --- -- e insurance premiums from 
-------------- that were attributable to the insurance of such 
------ 

The items deducted by ----------- included amounts for ----------- 
profit, producer commissions- ------  and federal taxes,,cla----- 
handling charges, loss fund increa------ ----- paid losses. Each 
--- ----- e items ------ ---- exp------- of ------------- that was paid by 
-----------  For -------------- of ------- ,for ------------ -- ----------- et listing 
----- ---- miums ----------- -- ceiv---- ----- ----- amounts ----------- ded-------- 
from the prem------- --- de-- --- ------------- ------- ts ----- - f $----------- 
subject to cession by ----------- --- ------------- $----------- ------ ----- 
amount remaining after --------- ng ----- ------ us ------------- expenses 
described above. 

------------- -------- red with ------- the first $---------- of risk 
assum---- ------ -----------  and ceded --- ------- the pre-------- -- come 
attributable --- ----- insurance of s----- -isk. ------------- 
simultaneously assumed from ------- the first $---------- --- ------- s 
pooled risk, and received fro--- ------- the'premiu--- --- ome 
attributable to the insurance o- ---- h pooled risk. The premium 
income attributable to ---------------- risk ceded by ------------- to 
------- was roughly equival---- --- ----  income attributable --- -- e 
------- d risk ceded to ------------- by -------  

Taxpayer represents that the pooling arrangement among 
------- s members is governed by three agreements: an overall 
------- ting agreement, under which --- ----- --- ----- (a subsidiary 
of ------------ ----- ----------- is appoint---- -------------- --- ent: a casualty 
retr---------------------------- under which ------- assumes risk of each 
of its members up to $---------- per los--- -- r which ------- receives 
premium payments: and, -- ------ alty loss agreement, ------ r which 
the members agree to pay ------- a specified percentage of the 
losses paid by ------- with ------- ct to the,losses ------- reinsured. 
Each member is ------- nsible for the percentage o- --- ses equal 
to its percentage share of the premiumsjceded to ------- under the 

The amount that is subject to cession by ----------- to 
------------- for the risk reinsured with ------------- ----- ---  referred 
--- --- ----- "gross amount ceded," and th-- ---------- actually ceded by 
----------- to ------------- after deducting the various expense items 
----- - e re-------- --- as the "net amount ceded." 
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-------------- ------------- 

-------- ty retrocession agreement, and receives premiums from 
--------- ttributable to the risk it assumed. 

DISCUSSION 

The revenue ,agent's -------- denies.B------------ -- deduction 
for the prem------- ------ to ----------- to the e------- ----------- ceded such 
premiums to ------------- to ----------- a portion of ----- --- k it 
ass--------- ----- ------- ------  asked to determine the tax c------------- ces 
to ------------- of treating the gro--- ---------- ceded by ----------- --- -  
con----------- to the capital of ------------- for which -------------- 
is not allowed a deduction. Th-- ------------ ----- ----- -------- 
first, whether the earnings and pro---- --- ------------- must be 
reduced by the amount reported by ------------- --- --------- m income 
that has been recharacterixed --- -- ---------------  to capital: 
and, second, whe----- -----  tems ----------- netted ---- --- -- e gross 
amount ceded to ------------- are -------------  by ------------- in 
calculating its ---------- -- come and earnings ----- -------- for 
purposes of subpart F. 

-------------- argues that if the gross amount ceded by ----------- 
is tre------ --- -- ------------  o a captive insurer that is not 
deductible by --------------- then the calculation of its income 
under subpart -- --- ----- -- ode ------- ---- --- justed to reflect that 
the earnings and profits of ------------- must be reduced by the 
amount of ------------- reported --- --------- m income that has been 
recharacteriz------- -  contribution to capital. In addition, 
taxpayer argues that its earnings and profits should also be 
reduced by the ------------- expenses paid by ----------- from the gross 
amount ceded by ----------- ---  ------------- 

In general, a U.S. shareholder of a controlled foreign 
corporation (a "CFC") is required to include currently in its 
gross income certain items of income of':~the CFC (the CFC’s 
"subpart F income"), determined pursuant to subpart F of the 
Code. A United States shareholder, defined in section 951(b), 
is a U.S.'person that owns 10 percent or more of the combined 
voting power of all classes of stock of the foreign corporation 
that are entitled to vote. --------------- which owns all of the 
stock of ------------- is thus -- ------ ----- eholder of that 
corporation. -- ---- C.is a foreign corporation more than 50 
percent of the value or voting power of whose stock is owned by 
United States shareholders. See section 957. Since all of the 
stock of ------------- is owned bgu----------- ------------- is a CFC 
of -------------- -------  the meaning --- ---------  ------ 

Pursuant to section 952(a)(l), subpart F income includes 
insurance income, which is defined to include income 
attributable to the reinsurance or issuing of.any insurance or 
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-------------- ------------- 

with the lives or 
the country in 

annuity contract in connection with property in, or liability 
'arising out of activity in, or in connection 
health of residents of, a country other than 
which the controlled foreign corporation is organized. Such 
insurance income must also be income that would be taxabl,e 
under subchapter L of chapter 1 of the Code if it were income 
of a domestic insurance corporation. See section 953(a)(l). 
The subpart F income of a CFC is limited, however, by the 
amount of the CFC's earnings and profits. Section 
952(c)(l)(A). 

-------------- reported the gross amount ceded by,----------- to 
------------- --- ---- amount paid for insurance that was deductible 
pursuant to section ---- ---  he Code. Consistent with this 
----------- rization, ------------- treated the:gross amount ceded by 
----------- as insurance ---------- -- ithin the meaning of section 953. 
-------- ----- insurance income was included in the calculation Of 
--------------- taxable income and earnings'and profits for 
------------- of subpart F. 

Pursuant to Rev. ------ ------- 6, ---------- C.B. 53, however, the 
gros-- ---------- ceded to ------------- by ------------ which was reported 
by ------------- as premium income, has been rech--------------- by the 
---------- --- -- contribution to the capital of ------------- by 
--------------- -- ----- ws that because the gross amount ceded to 
------------- by ----------- is not insurance income within the meaning 
--- ---------- 953 of the Code, such amount must be excluded from 
the --------------- of the taxable income and earnings and profits 
of ------------- for purposes of subpart F. 

2 As noted above, -------------- wa-- ------------ denied a~ 
deduction fo- ----- amount. Thus, if -------------- paid insurance 
premiums --- ----------- --- -------- $100 of -------- ------ the gross amount 
ceded by ----------- --- ------------- then -------------- would be denied a 
deduction ---- - 100 of the $150. The $100 for which a deduction 
was denied would ---------- be ------------------ as a contribution to 
the capital of ------------- by --------------- 

It should be noted that -------------- w--- -- so denied a deduction 
for the amounts ce----- --- ------------- --  ------- under the reinsurance 
contracts betw----- ------------- and -------  The pooling arrangement 
involving the ------- members is under consideration in another 
district in co-------- on with the examination of the returns of ------- 
for its early-19------ tax years. The vari----- district offices 
that are examining the substance of the ------- structure may thus 
wish to coordinate their examinations. 
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------------- should be permitted to ---------- its earnings ----- 
profits --- ----- gross amount ceded by ----------- even though ----------- 
netted out certain it------ ------ th-- -----------------  ceded to ----- 
various expenses --- ------------- ------------- reported the gross 
amount ceded by ----------- --- ------ an---- ---------- within the meaning 
of section 953, ----- ---- h amount was recharacte------- ---  the 
---------- --- a cont~ribution --- ----- ---- ital of ------------- by 
--------------- In addit----- ------------- should ---- ------------- to 
--------- ----- items of ------------- ------------ ---- t'K--------- netted out 
from the gross amoun- --------- --- ------------- b--- ------ to the 
extent that such items are dedu------- --- der the Code. 

If ------------- is allowe-- --- deduct the items netted out of 
the gross ---------- - eded by -----------  and to deduct the gross 
amount ceded, it has been ---------- that the items of~deduction 
----- ----------  twice in adjusting the earnings and profits of 
------------- to account for the recharacterization of its premium 
---------- --- a contribution to capital. The double counting 
occurs when the earnings and profits are reduc---- ----- by the 
gross amount ceded, and then by the items of ------------- expense 
nett---- ---- --  the gross amount ceded by,K---------- --------  he items 
of ------------- expense are paid out --- ----- --------- ution to 
cap----- ----- not gross income of ------------- However, a 
deduction for an item cannot be d------------- simply because the 
payment of the item is made from capital rather than from 
income of a corporation. Otherwise, a corporation could never 
have a deficit in earnings and profits.. 

It has been assumed for purposes of the above discussion 
that the items of ------------- expense netted out of the gross 
amount ceded by ----------- ----- deductible items under the Code. 
However, ------------- ------ deduct its items of expense only if the 
recharacteri-------- of the premium income as a contribution to 
capital does not affect the treatment of its items of expense 
for U.S. tax purposes. A consequence of recharacterizing the 
gross amount ceded by ----------- as a contribution to the capital 
of ------------- may be th--- ----- activity of ------------- that gives 
rise --- -----  tems of expense, for which a ------------- is claimed, 
must also be recharacterized. For example, certain items of 
expense may depend on the characterizat;on of the activity of 
------------- as insurance, pursuant to sections 801 through 047 of 
----- -------- Because the payments by -------------- giving rise to 
such expenses are no longer character------ --- - ayments for 
insurance, it should be argued that a dfduction for such items 
will be disallowed. 

The deductibility of the items of ------------- expense should 
be determined item by item - the ------------------ --- tted out from 
the gross amount ceded: producer ----------- ions: state and federal 
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-------------- ------------- 

insurance taxes: claims handling charges: l----- ------ -eserve 
increases: and, paid losses. For example, ------------- may deduct 
the excise taxes paid pursuant to section 4371 of the Code if 
the payment of the tax is treated as an ordinary and necessary 
expense pursuant to section 162. See s-------- 1.164-2(f) of the 
Income Tax Regulations. Items sucfis ----------- profit, producer 
commissions, claims handling charges, l-------- paid, and state 
and federal i-------------  axes could be deductible. As a 
corporation, ------------- is likely to be treated as engaged in a 
trade or busin------ ----- the above expenses are imposed in 
connection with its business activity. See GCM 37071; Campbell 
Taggart, Inc. v. U.S., 744 F. 2d 442. 452-53 ------ ----- 1984). 
However, because the gross amount ceded to ------------- is not 
insurance in-------- ----- because its business activity is not 
insurance), ------------- should not be entitled to the benefits of 
the in----------- ---- ------ sions of subchapter L of the Code. 
Thus, ------------- should not be allowed to deduct its loss fund 
reserve -------------  See section 832(b)(5)(A). - 

If you have any questions or comments, please call me or 
Jim Sams at 566-6645. 

David I. Bower 
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